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? 1.INTRODUCTION
」
,sincethe1990s,aboutthirtycountrieshaveadoptedinflationtargeting
theirframeworkofconductingmonetarypolicy.Countriesthathave
optedinflationtargetinghavegenerallyshowedgoodeconomic
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performance,includinglowinflationandstableeconomicgrowth.
Pricestabilityisoneofthemostimportantassignmentsforpolicy
makers,especiallythoseincentralbanks,regardlessofwhetherornot
inflationtargetingisadopted.Severalinstruments,includinginflation
targeting,monetarytargeting,andexchangeratetargeting,areusedto
achievepricestabilityinmanycountriesworldwide.Amongthesetools,
inflationtargetinghasbeenusedrecentlyinmanycountries.Thispaper
discusseswhycountriesadoptinflationtargetingandhowcountrieshave
attainedeconomicperformancebyintroducinginflationtargeting.
Thispaperanswersthesetwoquestions"directly"aspossibleasIcan.
Itisstructuredasfollows;Section2explainstherecenttrendandinnova-
tionofinflationtargeting.Insection3,theoreticalviewandempirical
method,toexaminewhyinflationtargetinghasintroducedandhowin-
flationtargetinghascontributedtoinflation,areprovided.Section4
showstheempiricalresultsandanalyzesthem.Finally,thispaperends
withabriefsummary.
2.WHATISINFLATIONTARGETING?
Ingeneral,inflationtargetingisapracticeinwhichcentralbankspub-
liclysetthetargetrateforinflation;monetarypolicyisthencarriedout
accordingtothistarget(Fountas,Karanasos,andKim,2002).
Ithasnotbeenlongsinceinflationtargetingwasfirstadoptedasa
monetarystrategy.TheUnitedStateshasnotadoptedityet,although
theUSCongressdiscussedit,especiallyin2002.TheBankofJapanalso
doesnothaveapolicyofinflationtargeting.TheECBdoesnotadmitthe
existenceofinflation.However,inflationtargetingmightbesubstan-
tiallyadopted.
Inconductinginflationtargeting,centralbanksareresponsiblefor
achievingapubliclyannouncedobjectivefortheinflationrate.Recently,
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.aboutthirtycentralbanksallovertheworldadoptedthisframeworkfor　
theconductingofmonetarypolicyandthesehaveproventobeeffective
meansinmostcases(SvenssonandWoodford,2005).Mishkin(2001)
'mentionsthatinflationtargetingcountriesseemtohavesignificantlyre-
ducedboththerateofinflationandinflationexpectationsbeyondthat
whichwouldlikelyhaveoccurredintheabsenceofinflationtargeting.
Thereismuchmeritinintroducinginflationtargetingbesidesthat.
First,therealizationofthecentralbank'sgoalofpricestabilitymight
notbejudgedaccuratelyintheabsenceofclearstandards.Byintroduc-
ingtargeting,marketscanjudgetheaccomplishmentofcentralbanksac-
curately.Second,makingthegoalsofthecentralbanksclearerand
makingthemmoretransparentguaranteeaccountabilityforthetarget
andindependencefromthegovernment.Third,thisapproachbringssta-
bilityoftheexpectedinflationrate.Targetinglocksinexpectationsof
lowinflation,whichreducestheinflationaryimpactofmacroeconomic
shocks(Svensson,1997)'.Finally,inflationitselfofcountriesthathave
introducedithasbeenreducedasmentionedbefore.
Ontheotherhand,alotofcriticalperspectiveshavebeenpresented.
First,ascontrollinginflationthroughmoneysupplygrowthorexchange
ratemaybelesseffective,thecredibilityofacommitmenttoinflation
targetingmaybeunstable.Second,ifthemarketparticipantsbelieveand
creditthetarget,therewouldbesomepossibilitythatlong-terminterest
rateriseslargely,forexample.Third,achievingtheaccomplishmentof
thetargetingmaybeattainedatthesacrificeofotherimportanteco-
nomicsituations.Fourth,suitableinflation(CPIorPPI,forexample)
cannotbefoundedanddecidedeasilyeither.Finally,fromthe1990s,be-
causemarketauthoritieshavenoeffectivemeasuresagainstdeflation,in-
troducinginflationtargetingundersuchsituationwouldlosecredibility
forconductingpolicies.Moreover,thereisnopreviouscaseinwhicha
centralbankintroduceditunderdeflation.
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3.THEORETICALBACKGROUNDANDEMPIRICALMETHOD
3.1TheoreticalBackground
3.1.1DeterministicElementsofInflationTargeting
Itisimportanttoinvestigatewhetherstructuraldifferencesexistbe-
tweencountriesthatareusinginflationtargetingandthosepursuing
otherpolicyframeworks.Toexplorethesepotentialdifferences,this
paperusesaprobitmodelinwhichthedependentvariableisadummy
thatusesthevalueofoneforthosecountriesthatuseinflationtargeting
andzeroforthosecountriesthatdonot.Thispaper'sanalysisusesfour
variables,shownbelow,tojudgewhichfactorsaffecttheprobabilitythat
inflationtargetingpoliciesareadopted.
Pastinflation:Pastinflationmayhavepositiveeffectswhenadoptingin-
flationtargeting.Itseemstobeoneoftheincentivestointroduceinfla-
tiontargeting.
Opennessoftheeconomy:Inflationisaffectedbymanyfactor°sfrom
abroadandfromwithinanation.Countriesthatareaffectedbyexternal
factorsmaynotseeanymeritinadoptinginflationtargeting.Also,if
therealexchangeratedepreciated,forexample,themoreopentheecon-
omyis,themoreharmfulthedepreciationwouldbe,asaneffectofrising
importprices.Insuchacase,policymakershaveadisincentivetoallow
inflation.Forpolicymakers,itwouldbebetteriftheinflationratewere
moreflexible.Makingtherateofinflationflexibleallowschangeinthe
exchangerateinadesirabledirection.However,whentheinflationrate
ishigh,itisunclearwhetherornotthisconceptisapplicable.Theanswer
dependsontheeconometricanalysisinthispaper.
Centralbankindependence:Pricestabilityistheultimategoalofalmost
allthecentralbanks.Ifinflationtargetingisconductedundersuchcir-
cumstances,otherstrategiesoftenarisebecauseofpoliticalreasons.In
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cases,theindependenceofcentralbanksmaybecompromised.In
thisthreattoindependenceisthereasonthatothermeasuresin-
dofinflationtargetingareused.Thecentralbankindependencevari-
functionsasanegativecoefficientinrelationtoinflationtargeting.
dalsurplus:Inflationtargetingiseffectiveinmaintainingfiscaldisci-
Vie,whichisconsideredtobeimportantforeconomicgrowth.Itis
1:reforeassumedthatanegativeinfluenceaffectsinflationtargeting.
eequationestimatesisasfollows:
flationTargeting=aPastinflation+aOpennessoftheeconomy+
γFiscalsurplus+δCentralBankindependence+ε,(1)
11.2珂FfectsoflnflationTargetingonMacroEconomy
.sRotembergandWoodford(1997)andSvensson(1999)mentioned,
lossfunctionofcentralbankscanbeexpressedasfollows(2)
(πt一 π*)z+λ(y【-y*)
πisaninflationrateπisatargetinginflationrate,yisanoutput
gofGDP),y*isapotentialoutput(logofitsvalue)and(yドy*)
sGDPgap.Centralbankswouldliketominimizethislossfunction.
fitcanbeexpressedasfollows(3)
耐πt=πeし+ρ(yドy*)
yte[(1/(ρ2+λ)][ρ2π*+λ(Pt+εt)] (4)
Thismodelshowsthatcentralbanksshouldknowthatthemostsuit-
ableinflationrateisaweightedaverageofπ*andπPt+ε,.Theimportant
thingisthatthemostsuitableinflationratecontainsnotonlytheterm
π*,butalsothetermr`+εt.Thispapertakesintoaccountthisfactand
performsempiricalestimation.
Thispaperadoptsasimplemethodtoestimatetheeffectofinflation
targeting.Theregressionequationisastheequation(5);
Inflation-Inflation　,.。閉g。=α+βTargeting+yInflationp,。,照。+ε, (5)
whereInflationisacountry'svalueofinflationrateineachperiod.
Inflation_g。isanaverageinflationforthewholeperiod.Theterm
'Targeting'isadummyvariableequaltolwhenthecountryadoptsinfla -
tiontargeting,otherwiseO.Thecoefficientaismeanttomeasuretheef-
fectoftargetingontheleft-sidevariable.
Inflation_K。issometimessubstantiallydifferentfromtherealvalue.
Averageinflationissometimeshigherforinflationtargetingcountries.
Aswitchtotargetingwasthemostattractivewayforcountrieswith
poorperformance.Ifinflationtargetingcountriesarepoorinitialper-
formances,theywillimprovemorethannon-targetingcountries.Some
suchcasesoccurwheninflationtargetingdoesnotaffectperformances2.
Forinflation,inflationpersistenceshouldalsobenoted.Thispaper
usesafourth-orderautoregressivemodel,AR(4),forquarterlyinflation.
Usingtheseaveragecoefficients,impulseresponsefunctionswhichshow
theeffectsofinflationshocksonfutureinflationarealsocomputed.
Outputpersistenceisalsocalculated.Themethodisthesamewithin-
flationpersistence.
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DataandEmpiricalMethod
Forinflationrate,consumerpriceindex(CPI)isused.Theratioofthe
ountoftradevolume(exportplusimport)totheGDPisusedfor
nnessoftheeconomyintheequation(1).Alsointheequation,central
sindependenceindexisfromCukierman,Miller,andNeyapti
脚02).
、ThesampleperiodstartswithallmembersoftheOECDasof1985ex-
aptLuxembourg.FifteenoftheOECDcountriesinthesamplehave
I衰doptedlnflationtargetlng:Australia(1994:Q4)Canada(1992:Q1)
Finland(1994:Q1),Hungary(2002:Q1),Iceland(2001:Q1),Korea
(1998:Q1)Mexico(1999:Q1)Newzealand(1990:Q3)Norway(2001:Q1)
Poland(1998:Q1),Spain(1994:Q1),Sweden(1993:Q1)",Switzerland
琶2000:Q1)Turkey(2003:Q1)andtheunitedKingdom(1993:Q1)For
eachcountry,thispaperdefinesthebeginningoftargetingasthefirst
dullquarterinwhichaspecificinflationtargetortargetrangewasinef-
fact,andthetargethadbeenannouncedpublicly.Thispapercompares
theinflation'targeters'totheother'non-targeters'.Thesampleperiod
endswiththerecent2005Q4.Finally,AllthedataisI(0)
$.1DeterministicElementsoflnflationTargeting
Theresultisalmostasexpected.Theresultoftheequation(1)isas
°i`ollows:
InflationTargeting=-20.55+1.44Pastinflation-0.070penness
(-28.92)(1.03)(-18.56)
1.89CentralBankindependence-2.82Fiscalsurplus
(-3.45)(-6.05)
adj.RL:0.60F-statistic:144.18
Theresultsshowthattheopennessoftheeconomy,thecentralbank's
1螺
independence,andthefiscalsurpluscorrelatenegativelywithadopting
inflationtargeting.
Thecoefficientofpastinflationispositiveasexpected.However,itis
notsignificant.Recently,asinflationrateallovertheworldhasnotbeen
high,itmaynotbeastrongincentivetointroduceinflationtargetinges-
peciallyforOECDcountries.Thecoefficientofopennessoftheeconomy
againstinflationtargetingisnegativeandsignificant.Economicactivity
hasbeenglobalizinganditseffectappearsontheresult.Theindepend-
enceofcentralbanksexertsanegativeinfluenceonadoptinginflation
targeting.Thecoefficientoffiscalsurplusisalsonegative,asexpected.
4.20utcomeofadoptinginflationtargeting
Istheoutcomeofadoptinginflationtargetingeffective?Theresults
areinterestingandcontainsomeimportantinformation.Theresultof
theequation(5)isasfollows:
Inflation-Inflation。.,、mg.=0.24-1.04Targeting+0.131nflation脚,.、lg.
(1.28)(-7.80)(3.13)
adj.R':0.59F-statistic:115.78
Theresultisclear.Theregressionshowsthattheinflationtargeting
effectisnegativeandstatisticallysignificant.Thisisapositivefinding
aboutinflationtargeting.Inflationtargetinghasnotbeenintroducedfor
pastinflationrate,however-,itreducesinflationrate.Thisresulttellsus
thatnotonlyinflationrateitselfbutalsootherfactorsshouldbenoticed.
ThepersistenceofinflationmovementsisanalyzedthroughtheAR
model.UsingtheARmodel,Ihavecomputedimpulseresponsefunctions
fortargetingandnon-targetingcountries.TheresultsareinFigurela
(targetingcase)andlb(non-targetingcase).Itisalsoclearthatthein-
flationpersistencehasdecreasedovertimeforbothcases,butitdisap-
pearslargerintheshortruninthecaseofinflationtargetingcountries.
Thispaper'spurposeistoinvestigatetheeffectofinflationtargeting
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FigurelaInflationPersistence:TargetingCountries
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FigurelbInflationPersistence:Non-TargetingCountries
oninflation.However,thepersistenceofoutputisalsoexamined.Some
centralbanksseenotonlythestabilityofinflationratebutalsooutput.
Astheequation(5)shows,theerrortermplaysanimportantfactorin
determiningitsadequateinflationrate.TheresultsareinFigure2a(tar-
getingcase)and2b(non-targetingcase).
Theresultsareclear.Ininflationtargetingcountriespersistencehave
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Figure2aOutputPersistence:TargetingCountries
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0utputPersistence:Non-TargetingCountries
decreasedmoresmoothly.Theyshowbetterperformancethannon-
targetingcountriesones.
Finally,standarddeviationofinflationrateandstandarddeviationof
growthratefortargetingcountriesandnon-targetingcountriesarecal-
culated.Table1(inflationrate)andTable2(growthrate)arethere-
suits.
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TablelStandardDeviationofInflationRate
Before After
Inflationtargetingcountries3.54 1.80
Non-Inflationtargetingcountries2.23
Table2StandardDeviationofAnnualGrowthRate
口
Before After
Inflationtargetingcountries2.97 1.66
Non-lnflationtargetingcountries1.44
Theresultsarenotveryclear.However,wecansaythattargeting
countrieshaveachievedgoodmacroeconomicperformanceingeneral.
5.CONCLUSIONS
Thepresentanalysisconfirmedthattheopennessoftheeconomy,inde-
pendenceofthecents°albank,andfiscalsurplusarenegativefactorsinin-
flationtargeting.However,pastinflationisnotafactorinintroducing
inflationtargeting.
The1990swereamazinginmanyways.NotonlytheInternetandcellu-
larphonescameintousebutalsoeconomicconditionsimprovedgreatly
allovertheworld(exceptinJapan).Growthwashigher,inflationwas
lower,andbothwerestable.Thesituationmayhaveoccurredtheresults
thatinflationratehasnotaffectedthedeterministicelementsofintro-
ducinginflationtargeting.
Thispaperalsoshowedthattargetingcountrieshavesuccessfullyin-
troduceditfromtheviewofreducinginflationratesandalsoreducing
economicshocks.However,whetherthetargetingimprovesacountry's
economicperformanceasawholeornotisadifferentissue.Growth,for
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example,isatypicalcase.Interestrates,exchangerates,stockprices,
andtheirvariabilityaresometimesimportantfactorsindeterminingeco-
nomicperformanceandwelfare.Muchfurtherresearchisneededforin-
flationtargeting.
Atheoreticalanalysisisnecessary,especiallyfromthepointofviewof
"
policyrule."Walsh(1998),Cecchetti(2000),Mishkin(2001),and
Svensson(2002)provideexamples.Kurihara(2003)alsohighlightedthe
TaylorRuleasapossibility.However,Iwanttodealwiththisonanother
occasion.
Notes
1.King(2002)showedthatriotonlyinflationratebutalsoitsstandarddevia-
tionhasbeenmorestableinrecentdecadesinthecaseoftheU.K.See,also
Bernankeetal.(1999).
2.Theerrorterm,specifictocountry,iscorrelatedwiththedummyvariable
Targeting,however,thiscorrelationworksthroughtheeffectoftheerror
ter・rnonInflationaverage.
3.SwedenannounceditsshiftonJanuary1993thatitaimedtolimittheannual
increaseintheCPIfrom19950nwardsto2percent.
4.MostcountriesinEuropewerepartofEuropeanMonetarySystem(EMS),
andtheirmonetarypoliciesfocusedonmeetingconvergencecriteria,includ-
inginflationratesandfixingexchangerates.However,somecountriesfol-
lowedpoliciesbasedonmoneysupplytargets.
5.ADFtestforunitroottestwasperformedforallthevariables(rates).They
aresignificantatleast5%level.
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